This paper presents a reduced form model for the valuation of variable-coupon bonds where the coupon rate fluctuates with the credit rating of the issuing firm. We work within a class of intensity based pricing models where a Cox (or a doubly stochastic Poisson) process governs the intensity of the ratings change. The time-variation in the credit transition process is modeled via a continuous-time inhomogeneous Markov chain. With a desire to avoid making strong assumptions on the properties of the generator matrix, we develop a general recursive pricing model. As a special case, we derive essentially closed form solutions for the prices of step-up only bonds within an affine term structure setting.
